University of Mississippi

eGrove
Statements of Position

American Institute of Certified Public
Accountants (AICPA) Historical Collection

1992

Proposed statement of position : foreign currency accounting and
financial statement presentation for investment companies :
proposed amendment to AICPA audit and accounting guide,
Audits of investment companies ;Foreign currency accounting
and financial statement presentation for investment companies :
proposed amendment to AICPA audit and accounting guide,
Audits of investment companies; Exposure draft (American
Institute of Certified Public Accountants), 1992, Jun. 5
American Institute of Certified Public Accountants. Investment Companies Committee

Follow this and additional works at: https://egrove.olemiss.edu/aicpa_sop
Part of the Accounting Commons, and the Taxation Commons

Recommended Citation
American Institute of Certified Public Accountants. Investment Companies Committee, "Proposed
statement of position : foreign currency accounting and financial statement presentation for investment
companies : proposed amendment to AICPA audit and accounting guide, Audits of investment companies
;Foreign currency accounting and financial statement presentation for investment companies : proposed
amendment to AICPA audit and accounting guide, Audits of investment companies; Exposure draft
(American Institute of Certified Public Accountants), 1992, Jun. 5" (1992). Statements of Position. 570.
https://egrove.olemiss.edu/aicpa_sop/570

This Book is brought to you for free and open access by the American Institute of Certified Public Accountants
(AICPA) Historical Collection at eGrove. It has been accepted for inclusion in Statements of Position by an
authorized administrator of eGrove. For more information, please contact egrove@olemiss.edu.

EXPOSURE DRAFT
PROPOSED STATEMENT OF POSITION
FOREIGN CURRENCY ACCOUNTING AND
FINANCIAL STATEMENT PRESENTATION
FOR INVESTMENT COMPANIES
(Proposed Amendment to AICPA Audit and Accounting Guide
Audits of Investment Companies)

JUNE 5, 1992

Prepared by the Investment Companies Committee, Accounting Standards Division,
American Institute of Certified Public Accountants
Comments should be received by August 4, 1992, and addressed to
Al Goll, Technical Manager, Accounting Standards Division, File 3170.FO
AICPA, 1211 Avenue of the Americas, New York, N.Y. 10036-8775
800027

SUMMARY

This proposed statement of position (SOP) amends the third edition, revised, of the AICPA Audit
and Accounting Guide Audits of Investment Companies (the guide) to require reporting of all
foreign currency gains and losses.* This proposed SOP recommends that realized and unrealized
foreign currency gains and losses be reported separately. However, the guide does not indicate
a preference for reporting separately the portion of the change in market value stated in the
reporting currency that results from changes in foreign currency rates (see paragraph 2.86). It also
states that foreign currency transaction gains or losses may be either accounted for separately or
combined for reporting purposes with the kind of transaction that results in the gain or the loss
(see paragraph 2.89).
This exposure draft has been sent t o —
•

The Investment Companies Institute.

•

Members of the AICPA Investment Companies and the Stockbrokerage and Investment
Banking Committees.

•

State Society executive directors, presidents, and accounting and auditing committee
chairpersons.

•

Persons who have requested copies.

* Transaction gains or losses result from a change in exchange rates between the functional currency and the
currency in which a foreign currency transaction is denominated. They represent an increase or decrease in (1)
the actual functional currency cash flows realized upon settlement of foreign currency transactions and (2) the
expected functional currency cash flows on unsettled foreign currency transactions. Foreign currency
translation gains and losses are those arising from the process of expressing in the reporting currency of the
enterprise those amounts that are denominated or measured in a different currency.

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
(212) 575-6200 Telex:70-3396
Telecopier (212) 575-3846

June 5, 1992
Accompanying this letter is an exposure draft of a proposed statement of position (SOP),
Foreign Currency Accounting and Financial Statement Presentation for Investment Companies.
The proposed SOP has been developed by the AICPA Investment Companies Committee.
Supplementary Issue
Both the Accounting Standards Executive Committee (AcSEC) and the Investment Companies
Committee (committee) ask that commentators specify the incremental costs likely to be
incurred by investment companies when implementing the recommendation that foreign
exchange gains and losses be reported separately. Some believe that because the foreign
exchange components of income and realized net gains must already be separately identified
for income tax purposes, the extension to reporting foreign exchange components of unrealized
net gains will add only nominal costs. Others are concerned that these costs may be
significant.
In supporting this proposal, regulators have expressed their view that adequate disclosure requires
full reporting of all components of foreign exchange effects.
Comments on this exposure draft should be sent to Al Goll, Technical Manager, Accounting
Standards Division, File 3170.FO, AICPA, 1211 Avenue of the Americas, New York, NY
10036-8775, in time to be received by August 4 , 1992.
Comments will be reviewed by the committee to determine any modifications that should be made
to the draft before it is sent to AcSEC for approval to issue a final SOP.
Written comments on this exposure draft will be available for public inspection at the AICPA
library, the telephone number of which is (212) 575-6322, after August 4 , 1992, for one year.
Yours truly,
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FOREIGN CURRENCY ACCOUNTING AND FINANCIAL STATEMENT
PRESENTATION FOR INVESTMENT COMPANIES

INTRODUCTION
1. The purpose of this statement of position (SOP) is to provide guidance on computing and
reporting foreign currency (FC) gains or losses under U.S. generally accepted accounting principles
for investment companies that invest in (a) securities denominated or expected to settle in
currencies other than the U.S. dollar or (b) currencies other than the U.S. dollar, and for companies
that have FC transactions. This guidance on accounting and financial statement presentation
applies to international, global, and single-foreign-country funds registered in the U.S., and to
offshore funds that follow U.S. generally accepted accounting principles.
2. Financial Accounting Standards Board (FASB) Statement No. 52, Foreign Currency Translation,
requires that all assets, liabilities, and operations of a foreign entity be measured using the
functional currency of that entity. Functional currency is defined as the currency of the primary
economic environment in which the entity operates — that is, the currency in which the entity
primarily generates and expends cash. Paragraphs 79 through 81 of FASB Statement No. 52
provide for t w o broad classes of foreign operations. The first class includes foreign operations
that are relatively self-contained and integrated within a particular country or economic
environment. For this class, the FC is the functional currency. In the second class, the day-to-day
operations of the foreign entity are dependent on the economic environment of the parent's currency, and changes in the foreign entity's individual assets and liabilities directly affect the cash flows
of the parent company. For this class, the functional currency of the foreign operation is the
parent company's currency. The second class of foreign operations more closely resembles that
of U.S. investment companies investing primarily in foreign securities than the first class does.
For instance, U.S. closed-end single-foreign-country funds generate and expend cash primarily in
their local currency, and yet, such funds have adopted the U.S. dollar as the functional currency
for financial reporting purposes, because, among other reasons, cash flows related to the funds'
individual assets and liabilities directly affect the U.S. dollar cash flows to shareholders (sales of
fund shares are to U.S. shareholders in U.S. dollars, and dividends and distributions are paid to
shareholders in U.S. dollars).
3. Inconsistent application of the functional currency concepts of FASB Statement No. 52 by
funds investing in foreign securities has contributed to a diversity of accounting practices for FC
transactions. However, because these funds follow value accounting, the net increase or decrease
in net assets from operations is the same under each variation, although the financial statement
presentations of the FC transactions differ. For instance, some funds treat the FC rate variance
between the trade and settlement dates as an adjustment to cost and proceeds, whereas other
funds treat it as a component of net investment income or realized FC gain or loss. Similarly,
some funds include the FC gain or loss resulting from income receivable or expense payable with
the related income or expense, whereas others treat it as a separate component of net investment
income or realized FC gain or loss. Because the U.S. dollar is generally the reporting currency of
these funds, they typically adopt the U.S. dollar as their functional currency. If the facts and
circumstances warrant otherwise, a fund may conclude that a currency other than the U.S. dollar
should be its functional currency. However, that distinction, in the value accounting environment,
does not affect the reported amounts of U.S.-dollar-denominated net assets or net changes in net
assets.
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4. FC transactions are denominated in a currency other than the fund's functional currency.
These transactions may produce payables and receivables that are fixed in terms of the amount
of FC that will be paid or received. A change in the exchange rate between the functional
currency and the FC increases or decreases the expected functional currency value upon
settlement of the transaction or disposition of the security. FASB Statement No. 52 requires the
inclusion of transaction gains or losses in the determination of net income. The approach outlined
in this document requires investment companies to report FC transactions consistently with FASB
Statement No. 52. Hence, the remaining issues to be resolved relate to the proper measurement
of FC gains or losses and their presentation in the financial statements.
5. Some funds invest in countries that are highly inflationary, as that term is defined in FASB
Statement No. 52, paragraph 11. Accordingly, the separate measurement and disclosure of the
FC element is not meaningful and the disclosures recommended by this SOP are not applicable to
such situations.
6. The ongoing revaluation of investments and receivables or payables representing unsettled
currency transactions is classified as unrealized FC gain or loss. On settlement (when there is
actual cash flow), a realized FC gain or loss is recorded. An FC gain or loss (whether realized or
unrealized) results from one or more of the following sources:
•

Interest, dividends, and withholding taxes accrued versus the amount received or
receivable based upon current exchange rates

•

Expenses accrued versus the amount paid or payable in FCs, based on current exchange
rates

•

The cost of securities held versus their carrying value based on current exchange rates

•

Payables or receivables for securities bought or sold at the transaction date versus actual
amounts at settlement date or payable or receivable based on current exchange rates

•

Marking to market of forward exchange contracts or foreign exchange futures contracts

7. Each of the sources of FC gain or loss identified in paragraph 6 is discussed later in this SOP.

CURRENT LITERATURE
8. With the exception of the investment company audit guide, FASB Statement No. 52 is the only
current pronouncement available on the subject of this SOP. Paragraph 2.89 of the audit guide
suggests that "foreign currency transaction gains and losses may be accounted for separately or
may be combined for reporting purposes with the type of transaction that gave rise to the gain or
loss." It also states, in paragraph 2.86, that the approach of not requiring separate disclosure of
the portion of the changes in market value that results from FC rate changes continues to be
followed in practice.

SCOPE
9. This SOP provides guidance on measurement and financial statement presentation and
disclosure by investment companies. It amends the third edition, revised, of the AICPA Audit and
Accounting Guide Audits of Investment Companies.

8

CONCLUSIONS
10. Each transaction denominated in an FC can initially be measured only in that currency. Any
differences between originally recorded amounts and currently consummated or measured amounts
in the reporting currency are a function of two factors, (a) foreign exchange rate changes and (b)
changes in market prices. Each effect should be so identified, computed, and reported. To
illustrate: In a single-country fund that is fully invested in a specific country, all investment
transactions take place in the local currency of that country and are, generally, not interdependent
on the foreign exchange rates between t w o countries. To separately measure the amount of the
market price change, all transactions to be given accounting recognition (such as cost of purchase,
sale proceeds, gain or loss on sale of the security, interest, and dividend income) should first be
computed in the local currency and then be translated into the reporting currency at the prevailing
exchange rate on the date of recording or measurement.

SECURITIES
Purchased Interest
1 1 . Purchased interest represents the interest accrued between the last coupon date and the
settlement date of the purchase. It should be recorded in the functional currency as interest
receivable at the spot rate on the purchase trade date. After the settlement date, daily interest
income should be accrued at the daily spot rate.
Marking to Market
12. A fund investing in foreign securities generally invests in such securities to reap the potential
benefits offered by the local capital market. It may also invest in such securities as a means of
speculating in the FC market or of benefiting from the FC rate fluctuation. An FC rate fluctuation,
however, is an important consideration in the case of foreign investments, and any resulting
benefit or cost should be identified separately and not be treated as a component of gain or loss
on the sale of securities or unrealized market gain or loss on holding securities. A fund can
attempt to manage the effects of FC changes by means of hedging. However, that activity is
independent of the fund's primary objective of investing in the local market, and, therefore, the
effects of FC changes should be measured, accumulated, and reported separately from market
fluctuations.
13. The market value of securities should initially be determined in the FC and translated at the
spot rate on the valuation date. The unrealized gain or loss between the original cost (translated
on the trade date) and the market value (translated on the valuation date) comprises the following
elements:
a.

Movement in market price

b. Movement in FC rate
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14. Such movements should be computed separately to provide information that enables financial
statement users to make informed decisions regarding the two distinct risks associated with investing in foreign securities. The movement in market prices should be measured as the difference
between the market value in FC and the original cost in FC translated at the spot rate on the
valuation date. The effect of the movement in the foreign exchange rate should be measured as
the difference between the original cost in FC translated at the current spot rate and the historical
functional currency cost. These values can be computed as follows:
a. (Market value in foreign currency minus original cost in foreign currency) times valuation
date spot rate equals unrealized market appreciation or depreciation.
b. (Cost in foreign currency times valuation date spot rate) minus cost in functional currency
equals the unrealized gain or loss on foreign currency translation.
It is recognized that the preceding formulas could be refined to isolate and report the rate change
element in the changes in the gains or losses on investments between valuation dates. However,
doing so would be a departure from the method required for federal income tax reporting for debt
securities; it would also represent a departure from the practice of those companies that presently
separately report in their financial statements the effects of foreign exchange on securities gains
or losses. Accordingly, the approach recommended in this SOP is consistent with current
reporting practices for both income tax and financial statement reporting.
15. For short-term securities held by a fund that follows the amortized cost method of valuation,
the amortized cost value should be substituted for market value in the formula given in paragraph
14.
Sale of Securities
16. A sale of a security denominated in an FC crystallizes the potential benefits and costs
mentioned above; accordingly, the computation of the effects of market change and the FC rate
change is exactly the same. Market value in the formula given in paragraph 14 should be replaced
with sale proceeds and valuation date should be replaced with sale trade date. Accordingly,
a. (Sale proceeds in foreign currency minus original cost in foreign currency) times sale trade
date spot rate equals realized market gain or loss on sale of security.
b. (Cost in foreign currency times sale trade date spot rate) minus cost in functional currency
equals realized foreign currency gain or loss.
17. The sale of a security results in a receivable for the security sold. The related receivable
should be recorded on the trade date at the spot rate. On the settlement date, the difference
between the recorded receivable amount and the actual FC received converted into the functional
currency at the spot rate is recognized as a realized FC gain or loss.
Sale of Interest
18. Interest sold represents the accrued interest receivable between the last coupon date and the
settlement date of sale of the security. The difference between the recorded interest receivable
amount and the actual FC received (converted into the functional currency at the spot rate) should
be recognized as a realized FC gain or loss.
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INCOME
Interest
19. Interest on securities denominated in an FC is calculated at the stated rate of interest in the
FC. The interest should be accrued daily in the FC at the stated interest rate and translated at the
daily spot rate. It may be impractical to prepare such a calculation daily, and, therefore, the use
of a weekly or monthly average rate may be preferable in many cases, especially if the exchange
rate does not fluctuate significantly. However, if the exchange rate fluctuation is significant, the
calculation should be made daily.
20. The related receivable balance along with purchased interest, if any, should be accumulated
in the FC and translated daily using the spot rate for that date. The difference between the
income accrued in the functional currency and the FC receivable at the valuation date spot rate
is unrealized FC gain or loss.
21. When the interest is received and recorded in the functional currency at the spot rate on that
date, the unrealized FC gain or loss should be reclassified as realized FC gain or loss.
, Accretion and Amortization
22. Accretion of discounts and amortization of premiums on bonds should be calculated daily in
the FC. The resulting amount of income or expense should be translated using that day's spot
rate. The same FC amount should be recorded as an addition to cost for amortization of discounts
and a reduction to cost for amortization of premiums. Accordingly, cost comprises the original
cost, translated at the spot rate in effect on the date the bond was bought, adjusted for discount
or premium amortization at the spot rate on the date of adjustment.
•yrm c

•

23. On maturity the combined carrying cost of the security in the FC equals the proceeds.
However, this will not be the case in the functional currency. The original cost is translated at the
spot rate on the trade purchase date and the accretion or amortization is translated at periodic spot
rates. The proceeds are translated at the spot rate on the maturity date. The difference between
the proceeds and the accumulated cost in the functional currency is realized FC gain or loss.
Dividends
24. Dividend income on securities denominated in FC should be recorded on the ex-date, at the
spot exchange rate of the FC to the reporting currency on that date. The related dividend
receivable should be translated daily at the spot rate, and the difference between the dividend
accrued in the functional currency and the FC receivable at the valuation date spot rate is
unrealized FC gain or loss. When the dividend is received, the unrealized FC gain or loss should
be reclassified as realized FC gain or loss.
25. The preceding approach to measuring investment income ensures that investment income
accrued on foreign securities reflects the investment transaction without regard to the FC gain or
loss created in the time between the accrual and collection of the income.
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Withholding Tax
26. Whenever tax is withheld from investment income at the source, such tax expense should be
accrued along with the related income on each income recognition date if the tax rate is fixed and
known. If the tax withheld is reclaimable from the local tax authorities, it should be recorded as
a receivable and not as an expense. When the investment income is received net of the tax
withheld, a separate realized FC gain or loss should be computed on the gross income receivable
and the accrued tax expense. If the tax rate is not fixed or known, such expense or receivable
should be recorded on the date the net amount is received; accordingly, there would be no FC gain
or loss. However, if a receivable is recorded, there may be an FC gain or loss upon the eventual
collection of such receivable.

EXPENSES
27. The accounting for expenses payable in an FC is identical to that for investment income
receivable in an FC. An expense should be accrued as incurred and translated at the spot rate
each day. The use of an average weekly or monthly FC rate would be acceptable if the FC rate
does not fluctuate significantly. The related accrued expense balance should be accumulated in
the FC and translated daily, using the spot rate for that date. The difference between the expense
accrued in the functional currency and the related accrual amount translated into the functional
currency is unrealized FC gain or loss. When the expense is paid, the unrealized FC gain or loss
should be classified as realized FC gain or loss.

RECEIVABLES AND PAYABLES
28. All receivables and payables that are denominated in an FC and that may relate to income or
expense, or to securities sold or purchased, should be translated each valuation date at the spot
rate on that date. The difference between that amount and the functional currency amount that
was recorded at various spot rates for income and expense items, and at the trade date spot rate
in the case of sales and purchases of securities, is unrealized FC gain or loss. Upon liquidation of
the receivable or payable balance in an FC, the difference should be classified as realized FC gain
or loss.

CASH
29. FC cash balances and movements should be accounted for in the same way that FC-denominated securities are. Every receipt of an FC should be treated as a purchase of a security and
recorded in the functional currency at the spot rate on the cash receipt date. Similarly, every
disbursement of an FC should be treated as a sale of a security, and the appropriate functional
currency cost should be released, depending on whether a specific identified cost, the first-in, firstout (FIFO) method, or an average cost is used.
30. The acquisition of an FC does not result in any FC gain or loss. However, the disbursement
of an FC results in a realized FC gain or loss that is the difference between the functional currency
equivalent of the FC when it was acquired and the FC disbursement translated at the spot rate on
the disbursement date. Also, as is the case with all other assets and liabilities denominated in an
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FC, FC cash balances should be translated on each valuation date, resulting in unrealized FC gain
or loss.

FORWARD EXCHANGE CONTRACTS
3 1 . A forward exchange contract is an agreement between t w o parties to exchange different
currencies at a specified exchange rate at an agreed-upon future date. A forward exchange
contract can be for either hedging or speculation purposes. Funds usually enter into such
contracts for hedging purposes only. Foreign exchange contracts and agreements that are, in
substance, essentially the same as forward exchange contracts are subject to the hedge
accounting provisions of FASB Statement No. 52.
32. If a fund enters into a forward exchange contract to hedge a specifically identifiable firm
commitment, the forward contract should be recorded on the inception date at the forward rate
and marked to market daily.
33. The unrealized FC gain or loss on such a contract is the difference between the FC amount
valued at the spot rate (on the valuation date) and the original contracted value of the forward
contract (the amount to be received or paid at expiration). On the expiration or settlement date,
the unrealized FC gain or loss should be reclassified as realized FC gain or loss. If the forward
contract is meant to hedge the payable for the purchase of a security denominated in an FC, the
cost of the investment purchased and the related payable that has been hedged by the forward
contract should still be recorded at the spot rate on the trade date, and the payable should be
translated daily. Alternatively, the cost of the security could be recorded at the forward contract
rate on the trade date, and neither the forward contract nor the related payable or receivable
would need to be subsequently translated. This paragraph does not apply to anticipatory or other
hedges of investment positions that should be marked to market using the current forward rate.

FINANCIAL STATEMENT PRESENTATION
34. In the statement of operations, all FC gains or losses should be reported separately under the
realized and unrealized gain or loss on investments section. Realized FC gain or loss on interest
and dividends should be included in the realized FC gain or loss component. All unrealized FC gain
or loss should be reported separately as a component of unrealized appreciation or depreciation.
35. Taxes withheld, if any, on foreign source income should be deducted from the relevant income
item and be shown parenthetically in the income section of the statement of operations.
Withholding taxes based on net investment income or realized capital gains should be presented
in a manner that is similar to that used for income taxes. The normal withholding taxes should be
presented as follows:
Interest or Dividend Income (Net of withholding taxes of $ X)
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$ XXX

OTHER MATTERS
36. In addition to the FC risk associated with investing in foreign securities, such investments
present additional risks that need to be assessed continuously by management and considered for
financial statement disclosure:
•

Liquidity. Since certain foreign markets are illiquid, market prices may not necessarily
represent realizable value.

•

Size. When market capitalization is low, a fund's share in the entire market (particularly
when single-country funds are involved) or in specific securities may be proportionately
very large, and the market price would not necessarily reflect the realizable value.

•

Valuation. Due to liquidity and size problems as well as other factors, such as securities
that are unlisted or securities that are thinly traded, funds would have to adopt specific
fair valuation procedures for determining the values of such securities. Doing so may be
difficult in a foreign environment, especially because the ultimate responsibility for
determining the fair values of securities rests with the directors.

37. The preceding risks may need to be disclosed in the notes to the financial statements if such
factors exist in the markets in which the fund has material investments. It would also be
incumbent on management to make sure that the prices provided by local sources (such as the last
sale price, bid or ask, mean of bid and ask, closing price, and so on) do represent the realizable
value of the securities. This is especially important f6f open-end funds or closed-end funds that
allow limited redemption.

EFFECTIVE DATE AND TRANSITION
38. This SOP is effective for financial statements for fiscal years beginning after December 15,
1992, except for the provisions in paragraph 34 on separately recording and presenting the
realized and unrealized FC gain or loss on investments from the gain or loss related to such
investments, which are effective for fiscal years beginning after December 15, 1994. Earlier
application is encouraged. This SOP may, but need not be, applied to financial statements for
fiscal years ending before its effective dates that, for comparative purpose, are provided with
financial statements for fiscal years ending after its effective dates.
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APPENDIX A

ILLUSTRATIONS

A. Purchases and Sales
ABC Fund uses US$ as its functional currency.
ABC buys 1,000 shares of XYZ @ £15.00 with a spot exchange rate of $1.75 = £1.00.
Foreign currency (FC) cost basis = £15.00 x 1,000 =
Functional currency cost basis
= 15,000x1.75
=

£15,000
$26,250

Market gain/loss

= (FC sale proceeds - FC cost) x foreign exchange (FX) rate
on day of sale
Currency gain/loss = FC cost x (FX rate day of sale - FX rate day of purchase)
Assume a sale of 1,000 XYZ @ £12.00 and $1.50 FC proceeds
Functional currency proceeds
Market loss
Currency loss

£1.00:

= £12.00x1,000 =
= £12,000x1.50=

= (£12,000 - £15,000) x 1.50
= £15,000 x (1.50 - 1.75)

Total loss

£12,000
$18,000

=($4,500)
= ($ 3,750)
($ 8,250)

Proof
Functional currency proceeds
Functional currency cost

$18,000
($26,250)
($ 8.250)

B. Securities — Mark to Market
DAY 1 : 1,000 XYZ marked to market @ £16.00; spot rate: $1.85 = £1.00.
Market gain/loss
= (FC current market value - FC cost) x current FX rate
Currency gain/loss = FC cost x (current FX rate - FX rate on day of purchase)
Market gain
Currency gain

= (£16,000 - £15,000) x 1.85
= £15,000 x (1.85 - 1.75)

Total functional currency gain

= $1,850
= $1,500
= $3,350

Total gain - (£16,000 x 1.85) - (£15,000 x 1.75) = $29,600 - $26,250 = $3,350
(continued on next page)
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Daily Mark-to-Market

Journal Entries

DAY 2: 1,000 XYZ marked to market @ £17.00; spot rate: $1.80 = £1.00.
Market gain
Currency gain

= (£17,000 - £15,000) x 1.80
= £15,000 x (1.80 - 1.75)

Total functional currency gain

=
=

$3,600
$ 750

=

$4,350

Daily Journal Entries
Market gain/loss
= $3,600 - $1,850
Currency gain/loss = $750 - $1,500

= $1,750
= ($ 750)

Day 2 gain ($4,350 - $3,350)

=

$1,000

C. Other Assets/Liabilities — FX Mark to Market
Sale of 1,000 XYZ @ £12.00 = £12,000 receivable @ $1.50 = £1.00 = $18,000.
DAY 1 : Spot rate moves to $1.55 = £1.00.
Currency gain

= £12,000 x (1.55 - 1.50) .05 = $600

DAY 2: Spot rate moves to $1.58 = £1.00.
Currency gain

= £12,000 x (1.58 - 1.50) .08 = $960

Currency gain

Day 1

Daily Journal Entry

$600

Day

2
$360

D. Changes Between Trade and Settlement Dates
Trade Date
Purchase 1,000 XYZ @ £15.00; exchange rate: $1.75
Cost basis: $26,250 or £15,000
DR: sterling securities at cost
CR: payables for securities purchased
Settlement

=

£1.00.

$26,250
$ 26,250

Date

Spot rate: $1.80 = £1.00; £15.000 is purchased at the spot rate for $27,000.
DR: payables for securities purchased:
DR: realized currency gain/loss
CR: cash

$26,250
$
750
$27,00
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E. Settlement Against Foreign Currency Cash Balances
£20,000 balance is available in London.
Lot a:

£10,000 purchased @ $1.65 per £1.00
$US cost basis: $16,500

Lot b:

£10,000 purchased @ $1.85 per £1.00
$US cost basis: $18,500

Assume lot b will be liquidated first.

Lot b

$18,000
$ 500

DR: cash
DR: realized currency gain/loss
CR: sterling cash at cost

$18,500

Lot a

$ 9,000

DR: cash
CR: sterling cash at cost
CR: realized currency gain/loss

$ 8,250
$ 750

Realized FX gain on payable remains the same.
Between Purchase Settlement and Sale Trade Dates
Mark the holding to market, based on both local market price and daily spot rate.
(continued on next page)
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F. Sale of XYZ - Trade Date
Sell 1,000 XYZ @ £18.00; exchange rate: $1.90 = £1.00.
Total proceeds: $34,200 or £18,000
FX gain is recognized on the sale trade date based on the holding period.
Receivable is booked at the spot rate on sale trade date.
DR:
CR:
CR:
CR:

receivable for securities sold
sterling securities at cost
realized market gain/loss
realized currency gain/loss

$34,200
$26,250
$ 5,700
$ 2,250

Maintain local currency basis (£18,000) on the receivable record.

Between Sale Trade Date and Settlement Date
Mark the receivable to market based on the prevailing spot rate.

Sale Settlement

Date

Spot rate: $1.85 = £1.00
£18,000 is converted at the spot rate to $33,300.
FX loss is recognized upon the receipt (settlement) of the receivable.
DR: cash
DR: realized currency gain/loss
CR: receivables from securities sold

$33,300
$
900
$34,200

If foreign currency cash received is to be kept as local currency:
Purchase: £18,000 @ $1.85 = £1.00
Cost basis: $33,300
DR: sterling cash at cost
CR: cash

$33,300
$33,300
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APPENDIX B

SAMPLE FINANCIAL STATEMENTS

The ABC Fund
Statement of Operations
Year Ended December 3 1 . 19X1

Investment income
Interest (net of withholding taxes of $XXXX)
Dividends (net of withholding taxes of $XXXX)

$ XXXX
XXXX
XXXX

Expenses
Investment advisory fee
Interest
Professional fees
Custodian and transfer agent fees
Distribution expenses

XXXX
XXXX
XXXX
XXXX
XXXX
XXXX

Total expenses

XXXX

Net investment income
Realized and unrealized gain (loss) from investment and foreign currency
Net realized gain (loss) from:
Investments
Foreign currency transactions

XXXX
XXXX

Net increase (decrease) in unrealized appreciation on:
Investments
Translation of assets and liabilities denominated in foreign currencies

XXXX
XXXX

Net realized and unrealized gain (loss) from investments and foreign currency

XXXX

Net increase (decrease) in net assets resulting from operations

See accompanying notes to financial statements.
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$ XXXX

The ABC Fund
Statement of Changes in Net Assets
Year Ended December 3 1 , 19X1

From operations:
Net investment income

$ XXXX

Net realized gains (losses) from investments

XXXX

Net realized gains (losses) from foreign currency transactions

XXXX

Net increase in unrealized appreciation on investments

XXXX

Net increase in unrealized appreciation on translation of assets
and liabilities denominated in foreign currencies

XXXX

Net increase (decrease) in net assets resulting from operations

XXXX
(XXXX)

Dividends and distributions
From share transactions:
Net proceeds from sale of shares

XXXX

Cost of shares repurchased

XXXX

Dividends reinvested

XXXX

Net increase in net assets derived from share transactions

XXXX

Net increase (decrease) in net assets

XXXX

Net assets

XXXX

Beginning of period
End of period (including undistributed net investment
income of $XXXX)

See accompanying notes to financial statements.
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$ XXXX

The ABC Fund
Statement of Assets and Liabilities
Year Ended December 31, 19X1

Assets
Investments in securities, at value (cost — $XXXX)
Cash denominated in foreign currencies (cost — $XXXX)
Cash
Receivable for investments sold
Dividends and interest receivable
Receivable for shares of beneficial interest sold
Deferred organizational expense
Other assets
Total assets

XXXX
XXXX
XXXX
XXXX
XXXX
XXXX
XXXX
XXXX
$ XXXX

Liabilities

XXXX
XXXX
XXXX
XXXX

Payable for investments purchased
Payable for shares repurchased
Payable to affiliates
Other liabilities
Total liabilities

$

XXXX

$

XXXX
XXXX
XXXX
XXXX
XXXX

Net assets
Beneficial interest — XXXX shares of $XXXX par value outstanding
(unlimited amount authorized)
Undistributed net investment income
Undistributed net realized foreign currency gains (losses)
Undistributed net realized gains from investments
Net unrealized appreciation (depreciation) of investments
Net unrealized appreciation (depreciation) on translation of assets
and liabilities denominated in foreign currencies
Net assets applicable to shares outstanding
Net asset value per share

See accompanying notes to financial statements.
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$

XXXX
XXXX

$

XXXX

The ABC Fund
Notes to Financial Statements

1. Foreign Currency Translation: Foreign currency (FC) amounts are translated into United States
dollars (US$) at rates reported by a major New York City bank on the following basis:
a. Market value of investment securities, other assets and liabilities — at the closing rate of
exchange
b. Purchases and sales of investment securities, income and expenses — at the rate of
exchange prevailing on the respective dates of such transactions
The Fund isolates that portion of the results of operations resulting from changes in the foreign
exchange rates from the fluctuations arising from changes in the market prices of securities
held.
Net realized foreign exchange gains (losses) arise from sales of portfolio securities, sales and
maturities of short-term securities, sales of FCs, currency gains or losses realized between the
trade and settlement dates on securities transactions, the difference between the amounts of
dividends, interest, and foreign withholding taxes recorded on the Fund's books, and the U.S.
dollar equivalent of the amounts actually received or paid. Net unrealized foreign exchange
gains and losses arise from changes in the value of portfolio securities and other assets and
liabilities at fiscal year end, resulting from changes in the exchange rate.
The exchange rate for the FC at December 3 1 , 1 9 X 1 , was US $0.5 to FC1.00.
2. The Fund has obtained the approval of the Central Bank for the registration and conversion into
FC of all proceeds of the offering to be invested in the ABC country securities markets, which
by its terms ensures repatriation of such investment and the remittance of profits and
dividends accruing on the investment. Notwithstanding the foregoing, the right of the Fund
to repatriate its investments in ABC country securities and to receive profits, capital gains, and
dividends in foreign exchange is subject to the power of the Central Bank, with the approval
of the President of the ABC country, to restrict the availability of foreign exchange in the
imminence of, or during, an exchange crisis or in times of national emergency.
There are nationality restrictions on the ownership of certain equity securities of the ABC
country companies. Based on confirmations that the Fund received from the ABC country's
governmental authorities, the Fund believes that it is permitted to make certain investments
through the ABC country's Trust that are otherwise available only to the ABC country.
The Fund has significant investments in the equity securities of companies located in the ABC
country. Future economic and political developments in the country could adversely affect the
liquidity or value, or both, of the ABC country securities in which the Fund is invested.
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